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Is It Possible?

O N V E N T I O N plays such an important part in affairs generally that even
accounting does not escape its grasp. The
conventional balance sheet has certain
specifications, though in many respects
financial statements are far from having
reached a standardized stage. One of
these notable particulars is the manner of
expressing capital stock having a fixed
par value. Convention requires that the
capital of a corporation having capital
stock of this kind shall be represented as
the par value of its stock even though
some nominal asset like good will has to be
created to take up the slack between real
value received and the par value of stock
issued in exchange therefor. The reason
for the practice can be traced to those
laws which make stockholders liable for

assessment under certain circumstances
for the difference between value given by
them and the par value of their stock.
Now comes a corporation organized
under the laws of Virginia, having preferred and common issues, both with par
value and a comparatively small surplus,
which wishes to redeem the entire preferred issue at a premium out of the proceeds of further sales of common and
charge the premium against the common
capital stock account instead of against
surplus.
The conventionalists would, of course,
raise their hands in holy horror, but
thoughtful consideration of the matter
seems to find no reason why it should not
be done; provided it is done in the proper
way.
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As a prelude, stockholders were duly and therefore subject to assessment. This
notified of the intention on the part of is a fine question and one on which opinions
directors to proceed with the redemption might easily differ. The chances are,
of preferred shares at a premium out of however, that sound reasoning would dethe proceeds of a bond issue and further cide against such conclusion.
sales of common stock, and in due course
While the effect of charging the premium
ratified the action. The common stock, against the capital stock account would be
however, was sold for less than par as was to reduce the money amount thereof, it
the fact with respect to common stock seems only sensible to consider that the
previously sold.
stock was paid for in full, even though the
The questions which arise are these: value at which the capital account is carWill anyone, either creditors or stock- ried has been reduced. In the case under
holders, be damaged or prejudiced by the consideration, however, no difficulty of
action? Will stockholders be rendered this nature is encountered since under the
liable in the future should liabilities require laws of Virginia stock may be issued "at
for their liquidation more than the amount such prices, for such consideration, and
of paid-in capital? Is it likely that any- on such terms and conditions" as a corone will be misled, or will the situation be poration may see fit. Further, "there
distorted, by a financial statement which shall be no individual or personal liashows the facts with respect to the capi- bility on any subscriber beyond the oblitalization?
gation to comply with such terms as he
Apparently there is nothing illegal about may have agreed to in his contract of subthe transaction.
Corporations have a scription."
right to adjust capital holdings between
Coming then to the question of prejuclasses of shareholders as long as the action dice, it appears that no creditor would be
does not conflict with the corporation laws damaged or prejudiced by charging preof the state wherein the corporation is mium on preferred stock liquidated against
chartered. It is improbable that the laws the common capital account. Nor would
of any state prohibit the redemption of there be any prejudice to common stockstock at a premium. The laws of some holders. Having in mind first that rights
states do place a limit of time after organi- of preferred shareholders have been elimization before the expiration of which such nated the net asset equity vests in the
action may not take place.
common shareholders.
Whether this
Lest confusion arise the next point to be equity is represented by a common capital
considered should be the question of lia- account or both common capital account
bility for assessment of stockholders for and surplus is immaterial.
their deficiency with respect to full payNo one will be misled, nor will the true
ments of their capital stock. If the law situation be distorted, if the balance sheet
of the state were to require all stock to be shows the common capital situation with
full paid in order not to be assessable, the number of shares of common stock
stock issued for less than par would be outstanding and the capital value at which
liable for assessment. By the same token they are carried. Were the number of
it might seem that if part of the proceeds shares outstanding to be carried at par the
of the sale of one class of stock were to be true condition would not be shown.
paid out immediately as premium on Creditors then would be entitled to rely
another class of stock the effect would be on the representation thus made as to the
to render the first class of stock part paid capital in the business. Such treatment
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of the capital stock would not be possible
without creating some offsetting intangible asset like good will, or charging the
difference to surplus.
The conclusion to be reached in the case
under consideration would seem to be that
premium on preferred stock liquidated out
of common stock proceeds may, with
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propriety, be charged against the common
stock account. The accountant who has to
pass on a question of this kind will, if he is
wise, see to it that the action and accounting therefor are formally authorized by a
resolution of the directors. The resolution should set forth the capital value of
the common stock involved.

